The risk of political predation impedes the achievement of economic prosperity. In this paper, we analyze how the risk of predation evolves in different political regimes. Formally, we look at the interaction between a government and citizens in which, in each period, the government has an option to predate. Citizens prefer governments that are competent and non-predatory and strive to replace ones that are not. Regimes differ in the degree to which citizens can succeed in doing so. In pure democracies, citizens can displace incumbent governments; in pure autocracies, they cannot; and in intermediate cases, they can do so in probability. After economic downturns, the posterior probability that the government is competent and benevolent declines. According to the model, in intermediate regimes, but not in others, governments can separate by type. One implication, then, is that these regimes are politically and economically more volatile, with higher levels of variation in assessments of political risk and in economic performance. Another is that in such regimes, political leadership can make an economic difference. Empirically, we test our argument by measuring the impact of economic downturns on the perceived risk of political expropriation in different regime types, using as instruments the incidence of natural disasters and unexpected terms of trade shocks.
Introduction
The "Third Wave" refers to the process of democratization that began with the transition from authoritarian rule in Iberia, culminated in the fall of the Soviet Union, and inspired political reform in late-century Africa (Huntington 1991) . As noted by Geddes (2003) , what resulted was not the creation of democracies; it was the creation of intermediate or mixed regimes. As shown in Figure 1 , in the mid-1970's, these regimes prevailed in less than 4% of the world's states; by the year 2000, they prevailed in more than one quarter.
The behavior of intermediate regimes appears erratic. Focusing on political outcomes, Goldstone, Marshall et al. (2003) , Hegre (2004) and Gates, Hegre et al. (2001) demonstrate that they are less stable politically than are full democracies or autocracies (see also Fearon and Laitin, 2003) . Kenyon and Naoi (2010) find that policy uncertainty is also greater in such regimes. And Epstein et al. (2006) conclude that while, pace (Przeworski, Alvarez et al. 2000) , a variety of modernization variables, including per capita income, systematically relate to the transition from authoritarian to democratic regimes, none bears a systematic relationship to transitions into or out of the category of intermediate regimes. Epstein et al. (2006) therefore appear to be speaking for the generation of scholars who first addressed this new category of political system when they write: "These are 'fragile' democracies, or perhaps 'unconsolidated democracies.' Whatever one wishes to call them, they emerge .. as [m] ore volatile than either straight autocracies or democracies. Their [behavior] seems at the moment to be largely unpredictable" (p. 24).
Common sense and economic reasoning (North and Weingast 1989; Acemoglu et al. 2003 ) posit a relationship between political restraint and economic performance. When those who possess capital face the prospect of confiscation, they will refrain from investing; and entrepreneurs will be more willing to innovate when they stand to reap the fruits of their labor. On the basis of such reasoning, scholars expected to find that democracies would achieve higher growth rates than did authoritarian regimes. However, they do not. As documented by Boix and Svolik (2008) , Haber (2006) , Haber et al. (2006) analyze the relationship between economic volatility and average growth rates, we focus on the relationship between economic and political volatility and the manner in which it varies among regimes. We use measures of country risk, such as "expropriation risk" (Knack and Keefer 1998 ) that offer proxy for the risk of predation. To identify the effect of economic downturns, we instrument them with an incidence of natural disasters and unexpected terms-of-trade shocks. To deal with unobserved heterogeneity, we control for country fixed effects. To ensure that the exclusion restriction is satisfied, we take lags of all the controls, so that all the variables except instrumented shock are observed prior to disasters or shocks.
To the extent that natural disasters in the future cannot affect control variables today, the exclusion restriction holds. As one can argue that unexpected terms of trade shocks could still be endogenous, we show that there are no overidentifying restrictions under the assumption that natural disasters are exogenous. In the end, we find that, indeed, the risk of predation increases after growth downturns, and that this effect is the strongest in intermediate regimes.
Informal Argument
The polity is populated by citizens and their government. The government derives utility from being in office and the benefits of political predation. 2 The citizens derive utility from an outcome, y, which we interpret as economic growth. At the end of each period, citizens can seek to replace the government.
They succeed with some probability, which depends on the nature of political institutions.
Governments differ in their type. Some are competent: even if they enjoy private benefits, they do not always harm their citizens and, upon occasion, deliver positive policy outcomes. Others are incompetent: they are incapable of doing good for their citizens in most instances, and, upon occasion, they do them harm.
The behavior of the rulers depends upon their type and the incentives generated by the power of the citizens, i.e. their ability to change their government. If the citizens can easily dismiss the government, as in a consolidated democracy, both competent and incompetent governments will choose to refrain from 2 By predatory policies we mean the policies that may be profitable for the government but harmful for the the long run welfare of citizens. Expropriation can be blatant, as in the case of Zimbabwe, where the government seized the land of farmers, the assets of firms, and the foreign exchange deposited with banks. Or it can be more subtle, resulting from the manipulation of the interest and exchange rates or inflation.
predation. If it is difficult for the citizens to do so, as in full autocracies, both competent and incompetent governments will adopt policies that maximize their per-period rents. The level of political constraint that makes a government indifferent between predation and restraint is higher for the competent government.
Under intermediate level of constraints, then, competent governments will refrain from predation while incompetent governments may not. Therefore, in intermediate regimes governments with different values "separate,"thus revealing their type and generating a dispersion in the levels of investment and growth rates.
As different types of governments behave differently only in intermediate regimes, there should therefore be a higher variation of risk within them than within full democracies or autocracies. Moreover, in such countries, under imperfect information, the risk of predation should respond more significantly to economic shocks, as people treat them as signals of the nature of their government. By our model, then, there should be a higher variation of both cross-sectional variation and time-series volatility in intermediate regimes than in full democracies or autocracies.
The Model
The Government
The government might be competent or incompetent. It can predate and consume rents, but also generates an outcome y for the citizens. Hereafter we assume that such an outcome takes the form of economic growth, but other interpretations are possible.
The government receives utility B from being in office, a rent R if engaged in predation, and cares about future periods.
Treating the competence of the government, θ ∈ {θ H , θ L }, and the incidence of predation, x ∈ {0, 1}, as binary, we associate the likelihood of a positive outcome with its type and its decision to engage in predation:
If not engaged in predation, the government's per-period utility is B; if so engaged, its per-period utility is B + R . A government cares about future rents and discounts the future with factor δ. 3 After the government is dismissed, its per-period utility is 0 thereafter.
The utility of a competent government is V t = B + δ Pr(stays|y t = 1)V t+1 if it does not predate
(where stays means remains in power). The comparable values for an incompetent government are
respectively. The ex-ante probability of a competent government is µ.
Citizenry
The citizens receive utility from y. Their per-period utility function is f (y). The discounted long-term utility of citizens is given by U t = f (y) + δU t+1 if citizens do not try to overthrow the current government and by U t = f (y) − c(γ) + δ (γU * + (1 − γ)U t+1 ) if they do. Here U * is the expected utility from a new government drawn from the distribution of new governments, while U t+1 is the expected utility from retaining the current government. The term c(γ) represents the costs of attempting to overthrow the current government. The discount factor for the citizens is the same as for the government.
Citizens might try to replace the government if they are not satisfied with its performance. If they want to do so -as, for example, if they estimate the competence of an old government, µ t , to be substantially smaller than the estimated competence of a new one, µ, -they succeed with probability γ. The variable γ 3 It is possible to extend the model to allow the government to spend some benefits from predation on repression in order to prevent being overthrown, as in Besley and Persson (2011) . In order to keep the model as simple as possible., we do not do so.
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thus captures the level of constraint faced by a government when making decisions: it can be interpreted as the probability that citizens succeed should they seek to overturn the government. If performance of the economy is poor, the citizens may attempt to replace the current government. If they succeed, the next government is competent (i.e. θ H ) with the same ex-ante probability µ. As a result, in the model the likelihood of a ruler being replaced is exogenous conditional on citizen's willingness to overthrow the government, which is a dichotomous function of the gap in perceived competence.
Risk of predation
The risk of predation is the probability that the government is going to predate in any given time period. Formally, r t denotes Pr (x t = 1|y t−1 , µ t ), the probability of x = 1 in period t, given the history of observed events.
Timing
For simplicity, we consider a 3-period model. The structure of the game is common knowledge; in the last period, both the government and the people realize that the game is about to end.
In each period, the timing is:
1. The current government decides whether or not to predate and chooses x ∈ {0, 1}.
2. The outcome variable y is realized, with probabilities which depend on the government's decision to predate and the government's competence, as described in (1).
3. Citizens observe the outcome variable y and decide whether to challenge the government; they succeed in overturning it with probability γ.
4. All agents get their per-period payoffs. Risk variables for the next period are calculated.
5. If in stage 3 people succeeded in overthrowing the government, the new government is drawn from the distribution of potential governments. 
Solution
The game is solved by backward induction. First, we consider what happens at t = 3, then we look at t = 2 and solve the continuation game between the people and the government given citizens' beliefs.
Finally, we assign the continuation payoffs to all nodes in which the continuation game could start and solve the game at t = 1. The solution forms a Perfect Bayesian Equilibrium.
In period t = 3:
All types of government choose to predate. As there is no next period, citizens do not overthrow the government because of the positive costs c(γ).
In period t = 2 :
Citizens know that the government is going to predate in period 3. As they prefer to have a competent government, but face the costs if try to overthrow the current one, they replace the current government whenever their posterior probability that the government is competent is less than some constant µ * (γ)
which is strictly less than the prior probability that the next government will be competent and depends on c(γ), i.e. if Pr(θ H ) < µ * (γ).
In the beginning of the period, the government can anticipate the strategy that the citizens will choose. A government wants to extract rents but also to stay in power. At this point, the continuation value of staying in power is V 3 = B + R for both governments that are competent and those that are not. A competent government compares B + δ Pr(stays in of f ice|y
To find the optimal behavior of a government, it is necessary to make assumptions about the peoples' strategy conditional on the realization of y, and to check if these assumptions make sense, i.e. they are rational given citizens' beliefs. Note that the citizens will wish to replace the government in some states of the world if the costs c(γ) are small enough (e.g. if they believe that the probability of a low-competence government is greater than 0), as otherwise governments of all types will choose to misbehave. As replacing the government is not very costly for the citizens, such a strategy weakly dominates the strategy of doing nothing.
The next lemma describes an equilibrium in a continuation game. 4 Denote by x ij the decision of the government of type i to predate in period j, and denote as y j the policy outcome in period j. Denote also the people's strategy in period 2 as s 2 |y 2 ∈ {overthrow, not overthrow}.
Lemma 1 If c(γ) is small enough then at t = 2, there is an equilibrium in a continuation game in which:
1. For R > δ(B + R)(1 − p H )γ, equilibrium strategies are x H2 = 1, x L2 = 1, and s 2 |1 = not overthrow,
3. If δ(B + R)p L γ > R, equilibrium strategies are x H2 = 0, x L2 = 0, and s 2 |1 = not overthrow,
Proof. In Appendix.
Here, the equilibrium strategy of people is simple: if they observe y 2 = 0, they overthrow the government; otherwise, they do not. If y 2 = 1, the posterior probability that the government is of type H increases, as compared with µ, the probability that a new government will be of that type. By contrast, when y 2 = 0, then that probability declines. The optimal strategy of the government depends on γ. Table 1 ).
Proposition 1 If R is sufficiently large and c(γ) is sufficiently small, the equilibrium set of strategies is the following:
If both R and c(γ) are sufficiently small, the equilibrium set of strategies is the following:
The corresponding equilibria in a continuation game are described in lemma 1.
Proof. In Appendix. 
Empirical implications
The model thus generates a relationship between political risk, economic performance and regime type.
Among democracies, we see political restraint and favorable prospects for investment and growth. In unconstrained dictatorships, we witness political predation and few prospects for investment and growth.
And among intermediate regimes, we find heterogeneity, both political and economic.
As we cannot observe the strategies and expectations of the actors, it is difficult to devise direct tests of the model. The logic of the model implies, however, changes in the level of measurable risk that must prevail if the model is correct.
Consider the risk of predation in the second period, given by Pr (x 2 = 1|y 1 = i, µ 1 ), i ∈ {0, 1}. Then if the government is not replaced, two propositions follow. These propositions offer opportunities for testing the model.
Proposition 2 After period 1, the risk of predation, as perceived by the citizens, goes up after observing
Basically, this proposition implies that a growth downturn provides a signal of the government's (in)competence.
More telling, perhaps, is the second implication: that the magnitude of this effect should be greatest in intermediate regimes.
Proposition 3
The estimated risk of predation changes more significantly after observing y = 0 at intermediate values of γ.
In intermediate regimes, there are incentives for the different types of governments to separate in equilibrium; as a result, growth downturns provide a clearer signal of a government's type. We therefore expect to find economic performance more closely related to the citizen's estimates of the risk of predation in these regimes than in pure democracies or autocracies.
These predictions do not offer a full test of the model, of course; but we should observe these patterns of behavior if the model is correct.
Empirical Results
To test the model, we gathered data for 123 countries for the years 1982-2003; the depth of the panel is dictated by the availability of measures of political risk. Using these data, we have identified a set of growth downturns. We show that risk estimates increase after economic downturns. Observing their relationship with measures of risk under different regimes, we also show that the sensitivity of risk to economic performance depends on the nature of political institutions. In particular, we find that after negative economic shocks, average changes in assessments of risk are greatest in "intermediate" regimes.
Dependent Variable
The data come from the IRIS-3 dataset constructed by Steve Knack and Philip Table 4 provides summary statistics for all variables used in the analysis.
Independent Variables
For our independent variables, we provide measures of γ, or the capacity of citizens to depose their government; a dummy variable to signify economic downturns; and dummies for external economic shocks.
In addition, we introduce several control variables to capture time varying characteristics of different 5 In a previous version of this paper, we also employed data from the International Country Risk Guide (ICRG) itself. We choose to withdraw these results, as their indices are based only on ovjective indicators and do not incorporate expectations.
The results for ICRG risk indices are consistent with the results we are presenting here and are available in a working paper paper version of this paper.
countries. 6
Measures of Political Restraint:
We use the 21 point Polity scale as a proxy for γ. Less skewed than the democracy or autocracy scale, (see figures 3-5), it enables us to gather our observations into three groups of roughly equal size: autocracies, with P olity ≤ −7; democracies, with P olity ≥ 7; and intermediate regimes, with Polity scores in between. 7
Such a division yields three groups of comparable: 1138 observations of autocracies, 911 observations of intermediate regimes, and 1181 observations of democracies.
We also report the results with small changes in the endpoints for Polity.
As an alternative measure, we use a classification based on Legislative Index of Electoral Competition from the Database on Political Institutions of Beck et al. (2006). The advantage of this index is that we
can clearly explain what our cutoffs mean. The drawback is that the distribution of this index is skewed to the right, and some results might appear/disappear mechanically, because of large differences in the size of each regime group (see Fig. 6 ). Specifically, we use the following cutoff points: 3 (legislature is elected, but only closed list of candidates from one party is allowed) for being autocracy, and 7 (legislature is elected, and the largest party received less than 75 percents of seats) for being a democracy. 8
Economic Shocks:
To identify negative shocks, we employ the methodology used by Hausman et al. (2005) . We create a "filter" based on yearly growth differences: ∆g it = g it − g i,t−1 , where g it is a growth rate of country i 6 Characteristics of countries which are constant over time are captured by country fixed effects. 7 The main reason for using -7 and 7 as thresholds is to divide the sample into three approximately equal groups. We thereby avoid the bias potentially induced by differences in group size. 8 Beck et al. (2001) provide the following coding for their index: 1 -no legislature; 2 -unelected legislature; 3 -elected, one candidate; 4 -one party, multiple candidates; 5 -multiple parties are legal, but only one won seats (because other parties did not exist, compete, or win seats); 6 -multiple parties competes and won seats (but one party won 75 percent or more of the seats); 7 -the largest party received less than 75 percent of the seats.
during the time period t. We label a short term change in the growth rate a negative growth shock when
(1) in the year of shock ∆g it < −2 ppa (percentage points of growth per annum).
(2) after a shock g it < 2 ppa. This restriction prevents counting as a growth collapse a decline from, say, 8 to 5 percent per year.
We then create the variable shock t,t−2 which is equal to 1 if a negative economic shock took place in the years t, t − 1, or t − 2, and which is equal to 0 otherwise.
Summary statistics appear in Tables 1 and 2 
Instrumental Variables:
Regressions of risk indicators on growth shocks are subject to endogeneity bias: an increase in political risk can spur a growth decline. Because of the persistence in the risk variables, lags of the shock dummies fail to address this problem. We therefore sought exogenous variables that could provide instruments for negative economic shocks and chose the number of natural disasters and the onset of an unexpected decline in the terms of trade .
Data about natural disasters come from Emergency Events Database (EM-DAT) prepared by World
Health Organization Collaborating Centre for Research on the Epidemiology of Disasters (CRED). The relevant descriptive statistics appear in Table 3 of the Appendix. The variable "natural disaster" is equal to the number of natural disasters that take place in a given country-year. It ranges from 0 to 12.
Data on unexpected terms of trade shocks are taken from the database composed by Dani Rodrik.
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He excluded the influence of long-term trends and some macroeconomic fundamentals from a country's current terms of trade, thereby capturing the"unexpected"part of terms of trade volatility. As do Hausman et al. (2005), we construct a dummy variable which takes the value 1 when there is a negative unexpected terms of trade shock that falls in the lowest quartile (25%) of the distribution and 0 otherwise.
Our empirical strategy can be questioned on the grounds that exogenous events are observable and cannot themselves be attributed to the actions of governments. True, but the disaster itself stands apart from the government's response to it. And while the citizens may spare the government censure for the first, they are likely to form judgments about the government's handling of the second. In addition, while citizens may indeed observe the shock, they may be unable to judge whether its magnitude is sufficient to account for a decline in the growth rate. True again, but the citizens are aware that all governments presiding over a sluggish economy have an incentive to attribute poor economic performance to external causes. Given this, citizens may change their assessment of the government's type during bad times.
Therefore, there is no contradiction between our model and our empirical strategy.
Control Variables:
Given the literature on the relationship between income and democracy (Lipset 1960 ), we control for the level of GDP per capita using data from the World Development Indicators (WDI). Smaller countries would be more vulnerable to external terms of trade shocks, and vulnerability might decline as population grows. Larger countries might also be more likely to experience natural disasters. In addition, recent literature suggest that countries with larger population are more prone to revolutions (Campante and Do, 2007) and have larger public sector (Alesina and Wacziarg, 1998). We therefore control for the population size, using data from WDI. We also control for trade openness, using the ratio of exports and imports together to country GDP. The data again come from WDI. To control for country's time invariant characteristics, we include country fixed effects. As Bates, Block and Tiefenthaler (1991) and Rodrik (1998) illustrate, there is a correlation between exposure to economic volatility and the size of government, so we control for government expenditures as percentage of GDP, from WDI. 
Preliminary observations

Statistical Tests
Proposition 2 predicts risk should increase after an economic shock. Bayes' rule implies that the contemporary level of risk should depend on its previous value. We therefore estimate a model that includes the lagged value of the dependent variable plus a dummy for economic downturns, control variables, and country fixed effects.
Because annual data on political risk are noisy, we use 3-year period averages. Shock t,t−2 is an indicator variable that is equal 1 if a negative economic shock occurs in the interval t, t − 1, or t − 2. X t−3
is the vector of control variables, which are observed prior to economic shock (i.e. at t − 3).
As an economic decline, shock i;t,t−2 , may be the consequence of high risk at t − 3, there is the potential for endogeneity bias. We therefore estimate (2) using a 2SLS procedure, in which shock i;t,t−2 is instrumented by nat_dst_3 t -the number of natural disasters in years t, t − 1, and t − 2 -and terms of trade shocks tot_shock_3k i;t,t−2 by the number of unexpected term of trade shocks in this period.
By construction, the instruments are not correlated with either our control variables X t−3 , as they are computed in the years preceding the shock, or with our measure of risk t−3 . As we use a fixed effect estimator of (2), the possibility of a correlation between our instruments and unobserved, country-specific effects does not arise. Note that any bias in β 2 that may arise because of the autoregressive term in (2) and the presence of country effects will be negative. If such bias is present, then, it renders our results stronger. 9
To the extent that we believe that natural disasters and terms of trade shocks are exogenous, our instruments are valid. We test the validity of our instruments by using the Hausman's test of overidentifying restrictions. The null hypothesis -that there are no overidentifying restrictions -implies that instruments are not endogenous to each other. The results suggest that the null hypothesis can not be rejected at 5% significance level.
Proposition 3 implies that perceptions of risk should depend on the level of γ, the ability of citizens to change their government. In particular, our theory predicts that the increase of risk after an economic shock should be greatest in intermediate regimes.
By using interaction terms, we can combine the tests of the two hypotheses into one model:
where dummy variables d ij,t−3 denote being in group j of political regimes at t − 3 (group 1 is autocracies, group 2 is intermediate regimes, and group 3 democracies). The coefficients β 2 through β 4 provide a measure of the differential impact of growth collapses among the three categories of regimes. The interactions between shock i;t,t−2 and the dummies for political regime are instrumented by the interactions between these dummies and natural disasters nat_dst_3 t and terms of trade shocks tot_shock_3 t . Our model takes d ij,t−3 as given, so we do not seek instruments for this term. Proposition 3 implies that the coefficient β 3 for the interaction with intermediate regime is positive and significant, while coefficients β 2 and β 4 should be 0.
Findings
Basic results Table 5 shows the results of an estimation of model (2) that incorporates fixed effects and instrumental variables. Columns 1-2 present the results of OLS estimation, while columns 3-4 report the results of IV estimation. The dummy for a negative shock is the coefficient of interest. By Proposition 2, the coefficient should be negative and significant. We find that the IV estimates are of the expected sign and significant, which lends support to our model. The OLS coefficients are smaller than IV coefficients, and neither is significant. According to the estimates, the impact of economic downturns on risk assessments is sizable, being approximately 0.5-0.6 of a standard deviation for both measures.
Interactions Table 6 reports estimates of model (3). For the IV specifications, the coefficients for the interaction between economic shocks and regime type are significant for intermediate regimes, while none are significant for the interactions with autocracy or democracy. Figure 9 illustrates the behavior of the corresponding coefficients for different measures of risk. Again, the OLS coefficient remain smaller than those for the IV estimates and most are not significant. Both coefficients are far larger than are those for autocracies or democracies. The data thus confirm that, as implied by our model, the level of perceived political risk increases after growth shocks and that this effect is significantly more pronounced for intermediate regimes.
Alternative classification of regimes
The results of Table 6 Table 7 are consistent with those of Table 6 .
No government changes (main results)
Note that between t − 3 and t + 1 the government could change. Were that the case, the evidence in Tables 5-7 would fail to provide a "clean" test of Propositions 2 and 3, and the coefficients would be subject to attenuation bias. In response to this possibility, we re-estimate equation (3) while restricting our attention to countries in which the governments did not change between t − 2 and t. 10 The results are presented in Table 8 . Consistent with the possibility of attenuation bias, the IV coefficients exhiibit larger numerical values and higher levels of significance (1%), despite being computed from smaller samples, as compared with Table 6 . The OLS coefficients are still much smaller than those computed when using instrumental variables. The IV coefficients change to 3.10 risk points for expropriation risk (1.1 standard 10 Risk variables are computed in the beginning of year t + 1, so we should not care about year t + 1.
deviations) and 2.58 risk points for the risk of repudiation of contracts (0.7 standard deviations). As Table 8 provides a more accurate test of our theoretical model, as compared with 3.6 Robustness checks Table 9 reports the robustness of our results to changes in the cutoff points of the Polity index. The results are consistent with Table 8 , and the IV coefficients remain significant at the 5% level. The coefficients are larger in columns 7-8 as compared with column 5-6, probably because the category of intermediate regimes is itself larger, suggesting that our concerns about the varying size of the subsample were well placed. The results in columns 1-6 remain very close to the original results in Table 6 .
We confirm that our results still hold when interacting the growth downturn dummy with Polity and Polity squared. In addition, we obtained the strongest and most highly significant coefficient for Polity 11 Note too that in our analysis, we focus only on the equilibria in which the citizens want to replace the governments more often after bad economic outcomes. This is consistent with the literature on retrospective voting, e.g. Kiewiet and Rivers (1984) , and with the assumption of performance voting in accountability models, e.g. Barro (1973 ), Ferejohn (1991 , Persson and Tabellini (2000) , Humpreys and Bates (2006) . Relevant too is that empirical evidence suggests that citizens may in fact punish politicians for bad luck and reward them for good. Using historical U.S. data, Achen and Bartels (2002) find that voters regularly punish governments for droughts, floods, and shark attacks. Wolfers (2002) finds that voters in oil-producing states tend to re-elect incumbent governors during oil price rises and vote them out of office when the oil price drops.
squared in the intermediate range of the Polity index. Our results are also robust to the exclusion of former Soviet Union and Eastern European countries.
Given the evidence contained in the literature, it is possible that intermediate regimes may differ from others not because their institutions are different in structure but because they are younger in age and therefore less institutionalized (Huntington 1968) . To explore this possibility, we re-estimated the estimates in Table 8 while controlling for the age of political parties, the number of years the chief executive has remained in office, and the number of years since independence. The results remain unchanged.
It is also possible that countries with higher population density or higher fraction of urban population are, other things being equal, more technologically advanced (Kremer 1993 ) and, therefore, are more prone to economic shocks. We checked that our results are robust to inclusion of these variables.
We also find that the results of Table 8 are robust to different ways of clustering standard errors. The results do not substantially change if clustering by country, year, or region-year is used.
One could argue that government spending should not be used as control as it is itsef endogenous.
Our results are robust to dropping government spending from the list of controls (see results in a working paper version of this paper).
Finally, we find that our results do not change if we control for foreign aid and for the fraction of military in labor force.
Conclusion
Our model implies that in intermediate regimes chance events can lead to changes in expectations and thus in the political and economic choices that people make. Both within-country and cross-country variation will therefore be high. Our model thus points to systematic forces that can generate what previously had appeared to be unsystematic and unpredictable behavior in such regimes.
Upon reflection, an additional implication flows from our analysis. The argument suggests the existence of three kinds of countries. First come those in which γ is high. In such countries, our argument implies, political expectations can have little effect on growth. Investors are protected from government predation by the fact that should a government predate, it would be driven from office. Expectations are therefore already favorable.
Secondly there are countries in which γ is low. Such countries are run by dictators whom the people cannot overthrow. In these countries expectations are bad, and governments have little incentive to modify them because the expectations will not improve even should they choose to behave with restraint.
It is among countries in the middle range of γ where growth responds to changes in expectations.
According to our model, should a government behave opportunistically, or the country be hit with an external shock, then the perceived level of risk will rise and the rate of growth decline. On the other hand, in this range of γ, there are economic payoffs for the exercise of political restraint. Among such countries, the behavior of governments can make a difference. They can induce economic growth. They can do so by shaping political expectations. Robust standard errors in brackets. All specifications are IV estimates of equation (2). * significant at 10%; ** significant at 5%; *** significant at 1%
APPENDIX (This appendix might be web-based or dropped altogether with a reference to a working paper version of this paper!)
Proof.
[Lemma 1] Consider a subgame at t = 2 if a new government comes to power. For any government from the pool of possible governments, the prior probability that a government has high competence is µ. As we are looking for the equilibrium in pure strategies, the government's strategy P r(x|θ, t = 2) can be written as x θ2 ∈ {0, 1}, where θ is the type of the government.
The outcome y = 1 is possible if: (1) competence θ = θ H , and predation x = 1, (2) competence θ = θ H , and Now consider four possible pure strategy profiles of a government at t = 2: x H2 = 1, x L2 = 1; x H2 = 1, x L2 = 0;
x H2 = 0, x L2 = 1; x H2 = 0, x L2 = 0. The rest of the proof is organized as follows. First, for each strategy of a government, we find people's best response to this strategy. Second, we check if the original strategy profile of a government is still a best response to people's strategy, i.e. if a proposed pair of strategies constitute an equilibrium in this game.
Note that everywhere it is optimal for people to change the government if their posterior that the government has high competence is lower than µ
. Similarly, it is optimal to keep the government if people's posterior that the government has high competence is higher than µ * (γ). Indeed, as in the third period when every type of government will predate the citizens compare δ (
It is optimal for the people to overthrow the current government if
γδ . For a new government in the second period:
(1) Assume that x H2 = 1, x L2 = 1. People's posteriors about the government's competence are
. Therefore, the optimal response of people to the assumed government's strategy is
The payoffs of different types of the government given the people's strategy are following. For θ = θ H , the payoff from predation is U (θ H |x = 1) = B +R+δ (p H (B + R) + (1 − p H )(1 − γ)(B + R)), and the payoff from restraint is U (θ H |x = 0) = B+δ(B+R). So, for a high-competent government, predation is profitable if R > δγ(1−p H )(B+R).
Similarly, for θ = θ L , the payoff from predation is U (θ L |x = 1) = B + R + δ(1 − γ)(B + R), and the payoff from
strategy profiles x H2 = 1, x L2 = 1, and s 2 |1 = not overthrow,
(2) Assume that
We used the fact that p L < p H by the assumption. Therefore, the optimal response of people to the assumed government's strategy is s 2 |1 = not overthrow and s 2 |0 = overthrow
As for the people's strategy s 2 |1 = not overthrow and s 2 |0 = not overthrow the optimal response for both types of government is to predate, s 2 |1 = not overthrow and s 2 |0 = not overthrow is not an equilibrium strategy. The strategy s 2 |1 = not overthrow, s 2 |0 = overthrow is optimal for the citizens if
For a high-competent government, predation is profitable if R > δγ(1 − p H )(B + R). Similarly, a low-competent government predates if R > δγp L (B + R). As 1 − p H > p L , strategy x L2 = 0 is not optimal for a low-type government, and for any parameter values x H2 = 1, x L2 = 0 is not the part of an equilibrium.
(3) Assume that x H2 = 0, x L2 = 1. Then
. Therefore, the optimal response of people to the assumed government's strategy is s 2 |1 = not overthrow, s 2 |0 = overthrow. As before, for a high-competent government, predation is profitable if
is optimal if R > δγp L (B + R). As a result, strategy profiles x H2 = 0, x L2 = 1, and s 2 |1 = not overthrow,
As a result, the strategy profiles x H2 = 0, x L2 = 0, and s 2 |1 = not overthrow, s 2 |0 = overthrow constitute an equilibrium if
For an old government, after the first period, the people's posterior beliefs that the government has high competence depend on the government strategy in the first period. Similar to the case of a new government in the second period, these beliefs can be computed by Bayesian updating:
• For x H1 = 1, x L1 = 1, these beliefs are
• For x H1 = 1, x L1 = 0, these beliefs are
• For x H1 = 0, x L1 = 1, these beliefs are
• For x H1 = 0, x L1 = 0, these beliefs are
, and
[Proposition 1] We consider the case of the following equilibrium in a continuation game: for any y and any government's strategy in the first period, citizens play s 2 |1 = not overthrow, s 2 |0 = overthrow in the second period. Equilibrium strategies of the government in the second period are computed conditional on γ. In the parameter region in which the solution of a continuation game is given by (1)- (3) of Lemma 1, the continuation payoffs of the government after the first period depend on its type and the value of γ.
In particular, continuation payoffs, denoted by V H and V L , are the following:
We are looking for Perfect Bayesian equilibrium. To find all pure strategy equilibrium, the strategy of each type of the government should be a best response to the strategy of the other type of government given beliefs. If the costs of overthrowing the government are small enough then the citizens will play s 1 |1 = not overthrow, s 1 |0 = overthrow. It is optimal for the people to overthrow the current government if γδ(
, where U 2 | θ=θi is the expected payoff of the citizens in the subsequent periods if the government's type in the beginning of the second period is θ i (these expected payoffs depend on γ, because for different values of γ governments play different strategies in the second period). As a competent government in the second period cannot predate when an incompetent one does not, U 2 | θ=θH − U 2 | θ=θL > 0 for any γ. Therefore, if c(γ) is sufficiently small then for all strategy profiles except x H1 = 1, x L1 = 0, s 1 |1 = not overthrow, s 1 |0 = overthrow is a best response as a positive outcome increases the ex-post probability of a high-competent government, while a negative outcome decreases this probability:
. Payoffs of the government are the following:
Note that for both types of the government either x i1 = 1 or x i1 = 0 is a dominant strategy, i.e. if x i1 = 1 is a best response to x −i,1 = 0, it is also a best response to x −i,1 = 1. So, in order to find a Perfect Bayesian equilibrium, we just need to find out the conditions for dominance of x i1 = 1 for both i ∈ {H, L}.
The optimal strategy of a competent government is x H1 = 1 if B + R + δ (1 + p H γ − γ) V H > B + δV H i.e. if R > δ(1 − p H )γV H . For R > γδ(1 − p H )(B + R), this condition can be rewritten as R > δ(1 − p H )γ(B + R)(1 + δ + δp H γ − δγ) and it is equivalent to 
We consider two cases: R is small and R is large. If R is large, and, in particular, (1 + δ) 2 − 4R B+R < 0, then the discriminant in (4) is negative, and for any γ such that γ < R δ(1−pH )(B+R) the condition (4) is satisfied, and, therefore, x H1 = 1 is a dominant strategy. If R is small, and, in particular, R B+R < δ, this implies that for γ = R δ(1−pH )(B+R) , the left-hand side of (4) is equal to , and x H1 = 1 is optimal for γ < R δ(1−pH )(B+δ(B+R)) . As a result, if R is large, x H1 = 1 is optimal if γ < R δ(1−pH )(B+δ(B+R)) , i.e. if γ is sufficiently small. If R is small, this implies that γ < R δ(1−pH )(B+δ(B+R)) and γ > R δ(1−pH )(B+R) is not a compatible system of inequalities. Overall, if R is small, x H1 = 1 is optimal if γ < γ 1 .
The optimal strategy of an incompetent government is x L1 = 1 if 
As before, we consider two cases: R is small and R is large. If R is large, and, in particular, (1+δ) 2 − 4R pL(B+R) < 0, the proof is similar to the previous case. For any γ such that γ < R δpL(B+R) , condition (5) is satisfied, and, therefore, x L1 = 1 is a dominant strategy. If R is small, and, in particular, R B+R < δp L , this implies that for γ = R δpL(B+R) , the left-hand side of (5) is equal to 
If R is large, this implies that the discriminant δ
2 ), and, consequently, (6) is always satisfied. If, in contrast, R is small, and, in particular, R < min δpLB 1−pLδ , δpL(1+δpL)B 1−p 2 L δ 2 , then the left-hand side of (6) is negative for both γ = R δpL(B+R) and γ = 1. As a result, if R is small, there is no γ such that (6) is satisfied and γ > R δpL (B+R) . Overall, if R is large, x L1 = 1 is always optimal. If R is small, x L1 = 1 is optimal if γ < γ 2 .
As a result, possible equilibria in the first stage are the following. If R is large, the equilibrium set of strategies is x L1 = 1, x H1 = 1, s 1 |1 = not overthrow, s 1 |0 = overthrow if γ is relatively small (i.e. γ < R δ(1−pH )(B+δ(B+R)) ); x L1 = 1, x H1 = 0, s 1 |1 = not overthrow, s 1 |0 = overthrow if γ is relatively large (i.e. γ > R δ(1−pH )(B+δ(B+R)) ). If R is small, the equilibrium set of strategies is x L1 = 1, x H1 = 1, s 1 |1 = not overthrow, s 1 |0 = overthrow if γ is sufficiently small (i.e. γ < γ 1 ), x L1 = 1, x H1 = 0, s 1 |1 = not overthrow, s 1 |0 = overthrow if γ is in intermediate range (γ ∈ [γ 1 , γ 2 ]), and x L1 = 0, x H1 = 0, s 1 |1 = not overthrow, s 1 |0 = overthrow if γ is sufficiently large (i.e. γ > γ 2 ).
Equilibria in continuation games are described above in lemma 1.
Proof. [Proposition 2] From the proof of lemma 1, µ 1 | y1=0,xH1=1,xL1=1 = µ * (1−pH ) 1−µpH < µ, µ 1 | y1=0,xH1=0,xL1=1 = 0 < µ, and µ 1 | y1=0,xH1=0,xL1=0 = 0 < µ. In any case, the risk of predation goes up, as a low-competent government predate more often.
Proof. [Proposition 3]
We can compute the risk of predation in the second period as P rob(predation|µ = 0) * P rob(µ = 0) + P rob(predation|µ = 1) * P rob(µ = 1). The estimated risk of predation (the risk of predation, estimated by people) is P rob(predation|µ = 0) * P rob(µ = 0)+P rob(predation|µ = 1) * P rob(µ = 1). If γ is large or γ is small, P rob(predation|µ = 0) = P rob(predation|µ = 1), and the change in the risk of predation is generated by the change in P rob(µ = 1) and, correspondingly, P rob(µ = 0). In the intermediate range of γ, P rob(predation|µ = 1) < P rob(predation|µ = 0), so the change in the risk of predation is higher even if µ − P rob(µ = 1) remains the same.
Now what we need is to compare µ − P rob(µ = 1) in all three types of regimes, i.e., as the proof of lemma 1 suggests, to compare µ − µ * (1−pH ) 1−µpH , µ, and µ. So, in addition to P rob(predation|µ = 1) < P rob(predation|µ = 0), the increase in the estimated risk of predation is the not smaller in the intermediate regimes as compared with other regimes. 
